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I. Introduction
This paper deals with two main issues. The first one is the relationship between the real exchange rate (RER) and employment in Argentina, Brazil, Chile and Mexico. The second one is the viability of macroeconomic policies intended to preserve a stable and competitive RER. While the economic histories of those four countries provide a particularly favorable background to observe the real effects of the RER and infer policy proposals, they also face now the opportunity to adopt a stable and competitive RER as an intermediate target of macroeconomic policies.
In the last thirty years -the period of financial liberalization -there have been numerous experiments with exchange rate policies in Latin America. Many of them focused primarily on controlling inflation, as in Argentina and Chile in the late seventies, Mexico in the late eighties-early nineties, and Argentina and Brazil in the nineties.
However, in all cases, those policies opened room to unsustainable current account and external debt trends that lead to crisis followed by maxi-devaluations 1 . In turn, during the immediate post-crisis, the balance of payments became the main focus of exchange rate policy. Real targets, such as growth and employment, were never placed as the main focus of macroeconomic and exchange rate policies.
2
The policy experiments -and their failures -generated both abrupt changes in the RER and relatively long periods in which it has remained relatively stable in appreciated or depreciated levels. Abrupt changes in the RER make effects stronger and facilitate their observation. Relatively long periods of appreciation or depreciation give room, for good and for bad, to the full materialization of the RER effects on employment, as on other aspects of the economic performances.
Our policy conclusion says that preserving a stable and competitive RER is the best contribution macroeconomic policies can make to the improvement of employment and growth performances. Regarding this objective, it is worth mentioning that a stable and competitive RER target does not attract too much criticism by itself. Few people deny the beneficial aspects of stable and predictable relative prices and the positive development role of competitive exchange rates is gaining recognition. But the orthodoxy rejects this policy orientation. The rejection refers mainly to the incompatibility among any exchange rate target and the international free flow of capital or, alternatively, to the impossibility of simultaneously targeting the RER and controlling inflation. These are basically implementation issues. We discuss these issues in the last section of the paper.
The paper is organized as follows. Section II analyzes the mechanisms relating the RER and the employment performance. We distinguish and discuss three channels, the macroeconomic channel, the development channel and the labor intensity channel. Section III presents stylized facts and empirical results about the relationship between the RER and the employment performances in Argentina, Brazil, Chile and Mexico. In section IV we tackle the implementation issues of macroeconomic policies with a stable and competitive RER as an intermediate target, giving extensive consideration to the objections raised by the orthodox perspective.
II. The channels of influence of the RER on employment
In this section we discuss the mechanisms by which the RER affects the employment performance. We distinguish three channels . The first one is the macroeconomic channel, pointing to the role of the RER in the determination of the activity and employment levels in the short run. The second is the development channel. It points to the influence of the RER on economic growth and consequently, on the speed of generation of new jobs. The third is the labor intensity channel. This channel focuses on the role of the RER in affecting the labor intensity of the economic process, i.e. the influence of the RER on the employment generation ability of a given activity level or rate of output growth.
While the first and second channels have received some (modest) treatment in the economic literature, the third channel has been much less explored.
II. i. The macroeconomic channel
As from its origins -in the 30s and 40s of the XX century -the open economy macroeconomic theory has acknowledged the relationship between the RER and employment. We refer to the Keynesian versions that allowed the existence of involuntary unemployment because they did not assume a-priori full-employment. The traditional argument involved the competitiveness improvement of domestic firms resulting from a depreciated exchange rate. Given other determinants of aggregate demand, a depreciated RER leads to higher net exports and consequently, higher demand on domestic activities and higher levels of output and employment.
The argument is a comparative static exercise that assumes other factors of aggregate demand unaltered. This effect is usually well founded 3 . However, a real devaluation has many complex impacts. The net result may be different in different cases, depending on the real and financial structures of the countries and also, on the particular situation of the economy at the time when the devaluation is implemented. An expansion in the activity and employment levels will be observed only if other simultaneous negative effects do not predominate.
An obvious condition for the expansionary effect to take place is the existence of idle capacity and unemployment. This situation was taken as given in the first formulations of the devaluation analysis, when the policy focused more on employment than on the balance of payments. Later on, when the devaluation was included as the main adjustment instrument in the IMF stabilization programs, the focus was placed on the balance of payments. In the IMF stabilization programs the balance of payments deficit was usually attributed to excessive demand, and a situation of full employment was implicitly supposed. Consequently, in these programs, the expenditure-switching induced by devaluation had to be accompanied by simultaneous contractive fiscal and monetary policies, precisely intended to compensate for the expansionary effect of devaluation and to avoid the intensification of inflationary pressures.
3 The condition on the exports and imports elasticities is generally satisfied in the international trade of middle income economies.
The potential contractive mechanisms of a devaluation are well known. Among others, the redistribution of income towards higher savings propensity sectors caused by the fall in real wages; the effects of the fall in the real value of the money stocks, as a consequence of higher prices; and the negative financial effects on debtors in international currency, if those are higher than the positive wealth effect on international currency assets holders. (Díaz Alejandro (1963) , Krugman and Taylor (1979) .
It is important to stress that the potential existence of contractive effects in a devaluation does not question the positive relation between the RER and employment described by the traditional macroeconomic argument. The contractive effects overlap with the expansionary effects of the expenditure-switching. Some of the contractive effects are once and for all impacts -for instance, those affecting the value of stocks (the monetary, financial and wealth effects). In comparison, the contraction in consumption caused by the income redistribution may last longer. But the demand-expansionary effect of the rise in investment in tradable activities have to be taken into account also.
In any case, if idle capacity and unemployment exist, and the dominance of the contraction effects can be predicted, the real devaluation should be implemented together with fiscal and monetary expansionary policies (instead of contractive ones). The analyses that highlighted the potential contractive effects of devaluation pointed precisely to the characteristics that should have the policies complementing the devaluation.
Beyond the impact effects, if the depreciated exchange rate persists, the expenditure switching effect on demand will also be permanent, inducing relatively higher external and domestic demand on local activities.
II. ii. The development channel
This channel points to the influence of the RER on the rate of economic growth and consequently, on the rate of employment generation. Development economics has not emphasized the role of exchange regimes and policies, but the importance of the RER in development has received greater attention in recent years.
As an introduction to the discussion, we show in first place the analogy between the role played by a competitive RER and the essential mechanisms of some industrial policies intended to foster development. To that purpose we follow a recent paper by Wing Thye Woo (2004) reviewing the historical debate on industrial policies.
Woo describes the domestic relative price of exports and imports with the equation:
PI / PX = PWI (1+t) /PWX (1+s)
With PI: domestic price of imports; PX: domestic price of exports; t: effective tariff rate; s:
effective subsidy rate; PWI: international price of import and PWX: international price of exports.
Woo characterizes import substitution industrialization strategies (ISI) with t > s and t > 0. Consequently, PI / PX > PWI / PWX. ISI strategies distort prices towards the production of importables.
On the other hand, Woo calls export promotion industrialization (EPI) those policies distorting relative prices towards the production of exports. He stresses that EPI are not characterized by s > t with s > 0, but by s = t with t > 0. Consequently, in EPI strategies PI / PX = PWI / PWX. The domestic relative price of exports and imports equals the international relative price, because the effective subsidy to exports is similar to the effective protection rate on imports.
The equalization of domestic and international relative tradable prices also characterizes a free trade setting, because in this setting t = s = 0. If the incentives regime is neutral in both the free trade setting and EPI, why should we assume the costs and administrative complications of industrial policies? The rejection of industrial policies and the promotion of free trade would be both justified.
Woo rejects that conclusion because he argues that EPI objective is to distort domestic relative prices towards tradable activities against non-tradable activities. This is easy to show by defining the domestic and international prices of tradable goods: PT = a PI + (1 -a) PX; the domestic price of tradable goods, PWT = a PWI + (1 -a) PWX; the international price of tradable goods.
PN is the domestic price of non-tradable goods. In an EPI strategy, the domestic price of tradable goods is PT = (1 + t) PWT. Consequently, the tradable/non-tradable relative price in EPI is PT / PN = (1 + t) PWT / PN; while in a free trade setting this price would be PT / PN = PWT / PN.
As can be seen, Woo´s synthesis of the industrial policies debate characterizes the EPI strategies with a pattern of incentives that is similar to that established by a competitive RER. Indeed, the RER determines the relative prices of exports, imports and non-tradable goods. A more depreciated RER is equivalent to a uniform tariff on imports. As in the EPI strategy, a depreciated RER does not distort relative prices against exports because it simultaneously implies a "subsidy" to exports (an income transfer) of the same size 4 . A more depreciated RER implies the distortion of the domestic tradable/non-tradable relative price in favor of tradable activities: the combination of higher protection of local activities competing with imports with higher competitiveness of exporting activities.
In spite of the obvious above-commented role of the RER, development economics have not focused on exchange regimes and exchange policies. The discussion of these issues concentrated on short run macroeconomic problems, while long term analyses focused more on external and financial sustainability rather than on growth and employment.
John Williamson (2003) stages. The exchange rate policy did not belong to the set of instruments used by the developed nations because their protectionist phases took place under the gold standard international regime. The "rules of the game" of the gold standard did not allow the utilization of exchange rate policy (McKinon (1993) . The situation is just the opposite in the present international setting: while trade and other traditional incentive or compensatory policies are not allowed, the developing countries enjoy more degrees of freedom (so far) with regard to the choice of exchange regimes and exchange rate policies.
II. iii. The labor intensity channel
Throughout the macroeconomic channel, the RER affects employment in the short run by its contribution to determining the activity level. Throughout the development channel, the RER affects the rate of growth of employment in the long run, as a consequence of its influence on the rate of output growth incentivating investment in tradable activities. In both cases, the effects of the RER on employment derive from the RER effects on the level and rate of growth of output.
As was noted above, the third channel has been much less explored 9 . Throughout this channel, the RER influences employment by affecting the labor intensity of output, mainly -but not only-in the tradable sector.
The mentioned effect results from the role played by the RER in the determination of relative prices. For instance, the RER is an important factor of the labor/capital goods relative price in developing countries, because capital goods have a significant portion of imported components. It is also the main variable determining the imported inputs/labor relative price. On the other hand, the RER determines the value of wages measured in international currency, which is the most relevant labor cost in tradable activities. So, significant changes in these relative prices, caused by changes in the RER, should be expected to affect the employment/output ratio.
The influence of the RER on employment throughout its weight on the employment/output ratio is not a short run effect. The variation of the employment/output ratio takes place via changes in the structure of output -among firms and sectors -and also by changes in the production basket of each firm and sector, changes in technology and changes in the organization of production. The effects arise from a restructuring process in which individual firms and the whole economic activity adapt to a new set of relative prices.
The adaptation process is guided by the incentives placed by the new relative prices.
For instance, a more depreciated RER incentivates tradable activities that were not profitable before (the development approach argument). But a more depreciated RER also incentivates the more intensive use of labor, because the relative price of this production factor (the price of labor measured in the international currency) has fallen. In the opposite direction, a more appreciated RER reduces the level of protection on local tradable activities. The production of some goods may turn unprofitable and some firms may be forced to close. But an appreciated RER also incentivates surviving firms to preserve competitiveness by reducing the utilization of labor, because the relative price of this production factor has gone up.
The influence of the RER on the employment/output ratio is not restricted to the tradable sector. The effect can also be seen in the non-tradable sector. Non-tradable activities are not exposed to international competition, but relative prices also affect the relative utilization of labor. If capital goods used by the non-tradable sector have a significant import component, the competition forces in the local market will drive firms to reduce their relative utilization of labor in contexts of RER appreciation and to increase it in contexts of RER depreciation.
Both in the cases of RER appreciation and RER depreciation, the above mentioned changes will take place only if the new set of relative is expected to last for a relatively long period (this consideration is valid also in relation to the effects described by the development channel). Even in the case when those expectations were firmly established, it
should not be expected that the changes in the employment/output ratio will take place swiftly, because they involve restructuring processes in firms and sectors. So, given a significant change in the RER, it should be expected that the aggregate effects take place as a gradual adjustment process.
III. The RER, employment and unemployment in Argentina, Brazil, Chile and
Mexico.
In this section we look at the employment performance in Argentina, Brazil, Chile
and Mexico and present empirical results about the relationship between the RER and employment in these economies. In the first place, we show some stylized facts in the four countries. In the following subsection we present econometric results giving support to the influence of the RER on the employment performance in the four countries. The third subsection reviews other empirical results obtained by research projects focused on the same issue in the four countries.
III. i. Some stylized facts
As we mentioned in the Introduction, there have been many experiments with exchange rate policies in the period of financial liberalization. Many of these policies focused primarily on controlling inflation, as in Argentina and Chile in the late seventies, Mexico in the late eighties-early nineties, an Argentina and Brazil in the nineties. Those policies led to crisis in all cases. Maxi-devaluations followed the crises and in the immediate post-crisis the balance of payments became the main focus of exchange rate policies. More recently, floating exchange rates were adopted, while macroeconomic polices focused almost exclusively on inflation 10 . It is not an exaggeration to say that in the period of financial globalization real targets -such as growth and employment -were never placed as the main focus of exchange rate policies (with the possible exception of Chile in the period between the mid-eighties and the mid-nineties). However, applied macroeconomic policies and their failures undoubtedly had significant real effects. The fluctuations in the activity levels, the patterns of growth and the employment performances were surely affected.
The histories of the four mentioned countries are characterized by both abrupt changes in the RER and by relatively long periods in which the RER remained relatively stable in either appreciated or depreciated levels. So, they provide a particularly favorable context for the observation of the real effects of the RER. Abrupt changes in the RER make effects stronger and facilitate their observation. Relatively long periods of appreciation or depreciation gives room to the full materialization of the RER effects on employment, as on other aspects of the economic performances.
In Chile, for instance, a long period with a relatively stable depreciated RER -from the mid eighties to the mid nineties -followed a phase of acute appreciation. The cases of Argentina, Brazil and Mexico show long periods of RER appreciation. The Mexican case in the nineties provides an uncommon opportunity to observe the effects of a depreciated RER after a long period of appreciation, in the first and second halves of the decade, with a singularly advantaged comparative perspective.
In the tables 2 to 5 we present some macroeconomic and labor market indicators for Argentina, Brazil, Chile and Mexico between 1980 and 2003. We include only real variables and the inflation rate. The inflation rates have been included to remember us why inflation became, at some point, in all countries the main target of the economic policy. On the other hand, the variable also shows that inflation has more recently lost its threatening character. Although macroeconomic policies, including exchange rate policy, should keep alert to prevent the acceleration of inflation, the prevailing low rates enlarge the degrees of freedom to pursue real targets.
The tables also include trade variables, in order to show that the RER has always had the external trade effects that old economists learned in the first open-economy macroeconomics course.
The rest of variables in the tables are the annual GDP levels and rates of growth, the RER, some measures of the employment rates, and the unemployment rates. As can be seen in the tables, the data on employment is heterogeneous and incomplete. A relatively homogeneous and complete employment data set for the four countries is not available. The data on unemployment rates is relatively more homogeneous and complete. Even though, the unemployment rates data set does not allow inter-country comparisons, because there are national differences in definitions and measuring. But, the unemployment rates can be used as proxy variables of the time evolution of employment in each country. We do so here.
The The second turning point is in 1995, when the RER was depreciated and unemployment trend sign turns to negative. Even in Argentina, where the unemployment trend is always positive, an increase in the trend can be seen in the beginning of the nineties, coinciding with the initiation of the long appreciated RER phase.
The negative correlation between the RER and the unemployment rate in each country can easily be seen in Graphs 2 to 5. In these graphs, the unemployment rates, the GDP and the RER are depicted as indexes with base 100 in 1991. The line RER(-2) shows the RER lagged two years. The graphs suggest a strong negative correlation between the unemployment rates and the RER with a two years lag, in each of the four countries.
Although it may be true that four graphs tell us more than one thousand words, let us provide econometric support to this finding in the following subsection.
III. ii. Econometric results
The four graphs showing the evolution of real output, the unemployment rate and the RER in each of the countries neatly indicate an inverse relation between the RER and the unemployment rate. The appreciation (depreciation) is associated with higher (lower) unemployment. In order to test the suggested relation we estimate a simple model relating the unemployment rate with the evolution of output and the RER.
The basic estimated model is:
log U = g log GDP + e log RER (-2) + x TIME + k + ε
The variables U (the unemployment rate), GDP and RER do not need further explanation. The variable TIME (the time trend) is included to capture any autonomous trend in the unemployment rate. k is a constant and ε is a stochastic disturbance. The All coefficients are highly significant (at 1%). The estimation of g is negative, as expected. It indicates that, on average in the four countries, a 10% increase in GDP is associated with a 14.9% unemployment rate fall. The negative sign of the e coefficient indicates the negative relation between the lagged RER and the unemployment rate. The magnitude of the effect is important. On average in the four countries, a 10% appreciation (depreciation) of the RER is associated with a 5.6% increase (fall) in the unemployment rate two years later. The significance and value of x indicates that there is a 6% per year autonomous upward trend in the unemployment rate (not explained by the GDP and the RER).
We also estimated the same model in first differences: log U = g log GDP + e log RER (-2) + x TIME + k + ε
Te main results are presented in the following Except for Argentina, where it is not significant, g is significant and negative in all the countries. The lagged effect of the RER on the unemployment rate estimated by e is highly significant, negative and has considerable magnitude in the four countries. The estimations also indicate a significant and important upward autonomous trends in the unemployment rate in the four countries.
In the same way we did with the pooled data, we also estimated with each country data the first difference form of the log model. The model estimated with each country's time series is: dlog U = g dlog GDP + e dlog RER (-2) + k + ε
The main estimation results are presented in the following With this estimation form, the estimation of g is highly significant and negative in the four countries. The estimation of e shows the negative sign in the four countries, it is significant in Argentina, Brazil and Chile but is not significant at the 10% level in the case of Mexico. In all cases the magnitude of the RER effect is important. Autonomous upward trends in the unemployment rates are also significant.
The estimation results do not reject the hypothesis of an important influence of the RER on unemployment. The GDP variable resumes the indirect effects on RER on employment -via the level and rate of growth of output. So, the remaining effect shown by the results should be mainly attributed to the labor intensity channel. The two years lag between the changes in the RER and the changes in the unemployment rate is consistent with the hypotheses presented above about the ways in which the labor intensity of the economy adapts to a new set of relative prices.
III. ii. Review of other research results
In this subsection we review some research projects focused on RER effects covering the experiences of Argentina, Brazil, Chile and Mexico.
In a recent paper Ros (2004) The studies show that the combination of RER appreciation and trade opening drives firms and sectors to rise labor productivity by substituting capital for labor and changing the production basket towards lower labor utilization. The basic research methodology consists in decomposing -using econometric techniques -the employment changes in two trends: a contractive trend resulting from the rise in productivity and an expansionary (or contractive) trend generated by the increase (or decrease) in industrial output.
The chapter by Camargo (1999) resumes and compares the results of the national studies. In the three countries the combination of RER appreciation and trade opening generated high negative trends in labor utilization per unit of output (see Table 1 ). In Argentina and Brazil, those negative trends were largely higher than the expansionary trends induced by the increase in output, resulting in important net contractions of employment. In Mexico, there was a small net increase in industrial employment because the positive effect of output expansion was higher than the negative trend (see Table 1 ).
The studies also decomposed the employment effects of the changes in the activity level according to the sources of demand on manufacturing industry: domestic demand, exports and imports. In the three countries imports generated negative displacement effects on employment, compensated by the expansions in domestic demand. Mexico is the only case in which exports had an important expansionary effect on industrial employment (see Table 1 ). Table 1 Decomposition of manufacturing industry employment changes (%)
Source: elaboration based on Camargo (1999) In another comparative study, Frenkel and Ros (2003) analyze the influence of the RER on manufacturing industry employment in Argentina and Mexico in the nineties. The study compares the effects of the long-lasting RER appreciation in Argentina with the effects of an appreciation period followed a depreciated RER phase in Mexico. The authors Argentina Brazil Mexico 1991 -1996 1993 -1996 1988 -1994 show, in both countries, the association between the performances of employment and the evolution of wages in constant dollars (mainly determined by the RER). Indeed, in the first half of the decade, wages in dollars showed a significant increase and employment contracted in both countries. In Mexico, the increase in dollar-wages was lower than in Argentina and the contraction of total manufacturing employment was not important. A key factor for this performance of total manufacturing employment in Mexico was the maquiladora industry activity. Because it is a low productivity and low wage sector, the competitiveness of maquiladora industry was less affected by the RER appreciation than the rest of Mexican manufacturing industry in the first half of the nineties. In this period, employment in maquiladora industry grew 37. 8% (1990-95) , absorbing a good proportion of the contraction of employment caused by the displacement effect of higher imports and the reduction of labor per unit of output that took place in the non-maquiladora industry.
The national trends diverge in the second half of the nineties. In Mexico, wages in dollars fell strongly after the devaluation, but partially recovered afterwards. Total manufacturing employment grew strongly in this period. The employment growth was led by the maquiladora industry (additionally stimulated by the NAFTA agreement) but industrial employment in the non-maquiladora sector also grew. In Argentina, the negative trend in industrial employment continued in this period although there was a slight negative trend in industrial wages in dollars. As from 1998, the effects of the negative trend in output overlapped with the longer term trend to the reduction of employment per unit of output.
A recent paper by Damill and Frenkel (2003) the Convertibility period data. The result suggests that the employment/output ratio is higher after the change in relative prices generated by the depreciated RER.
Lastly, we consider two studies focused on the Chilean experience from the mideighties on. In spite of being a striking experience of recovery from the devastation effects of the "Chicago boys" policy applied between1977and 1982 and the following crisis, there are few Chilean studies focused on the relationship between the RER and the employment performance. Díaz (1995) indicates the exchange rate policy, intended to preserve a competitive RER, and the rise in tariffs, as crucial factors in the employment recovery in the second half of the eighties. The data presented by the author suggest that labor demand in tradable industries was fostered by the reduction in the international currency labor cost. In the 1983-88 period, manufacturing employment grew 70%, while wages in constant dollars fell by 37.8%.
In a similar way, an ILO study (OIT (1998) indicates that RER depreciation in the second half of the eighties and the early nineties was important for the employment growth.
The study identifies a change in the employment trend in 1993-94, associated with an appreciation trend. There was an important fall in the employment/output elasticity, associated by the authors with the reduction of competitiveness caused by the appreciation trend.
IV. Macroeconomic policy regimes with a stable RER as an intermediate target
We conclude that preserving a competitive and stable RER is the best contribution macroeconomic policies can make to the improvement of employment and growth performances.
The assertion is only a point of departure for two reasons. On the one hand, preserving the RER target could not be the only objective of macro policies. On the other hand, macroeconomic policies -exchange rate, monetary and fiscal policies -are closely interconnected and have to be coherently designed and implemented. So, the exchange rate targeting policy proposal has to be presented as a component of a macroeconomic policy regime, able to pursue multiple (conflicting) objectives in a coherent way.
The challenge is to delineate a macroeconomic policy regime capable of targeting the RER and accomplishing two other objectives: the control of inflation and the full utilization of available resources. The regime has to be compatible with the financial globalization international context and has to be particularly aware of capital flows volatility.
Besides the real and inflation-control objectives, any macro policy regime also has to perform other preventive functions. For instance, it has to prevent crisis. In this regard, the main reason for the recent adoption of floating exchange rates is the prevention of crisis triggered by speculative attacks to the central bank reserves. Actually, pure floating exchange rates prevent those attacks, but do not suffice to prevent the emergence of unsustainable trends in the current account and external debt. The competitive exchange rate prevents by itself unsustainable external trends, but the regime including RER targeting, has to be delineated to perform the prevention of speculative attacks too.
We want to argue in favor of our policy proposal in a positive way, by showing that it is viable and manageable. So, in this section we expose the basic lines of a macroeconomic policy regime with a stable and competitive RER as an intermediate target.
But is worth taking into explicit account the orthodox objections, because of the weight these ideas have in the IMF and the LA countries. This discussion with such views contributes to the presentation and defense of the proposed regime. In order to do so, we present first the orthodox arguments against RER targeting. Then, we present the exchange rate and monetary policy components of the regime and discuss the orthodox objections.
IV. i. The orthodox arguments against RER targeting
We already mentioned that the orthodox rejection of RER targeting does not question the stable and competitive RER by it self. In occasions, welfare arguments against public intervention in the exchange market are raised. But the optimality of the free market determination of the exchange rate and the argument indicating that the public sector has no informational advantage over the private sector are not very appealing ideas in the specialized discussion of exchange rate regimes and policies. The apparent volatility of capital flows and the instability and unpredictability of free-floating exchange rates greatly lessen the relevance of those ideas.
The relevant orthodox objections are based on the impossible trinity argument. It says that it is impossible for a country to simultaneously maintain free capital flows, active Also the capital flows regulation ability is a matter of degree. Some capital flows are easier to regulate than others. Regulations do not need to be implemented once and for all, they may be implemented only in certain periods or can be made contingent to transitory circumstances. Besides, it is simply not true that capital flow regulations are always ineffective.
So, the viability of RER targeting cannot be questioned on logical grounds. It is a practical matter that has to be assessed in each case, taking into account the context and circumstances of the policy implementation. We will go beyond the mentioned general considerations and discuss more in depth the orthodox objections while presenting our exchange and monetary policy proposals.
IV. ii. The exchange rate policy
The central bank interventions in the exchange market are intended to maintain a stable and competitive RER. The main objective is signaling the medium and long term RER stability. The emergence of appreciation trends should be avoided for two reasons.
First, to avoid self-fulfilling bubbles that increase the monetary "cost" of buying interventions. Second, because the effects of expected trends in the RER are not symmetrical. The countries have experienced long appreciated RER periods that harmed the profitability of tradable activities, made many of them unviable and forced many firms to close. Investment in tradable sectors is mostly irreversible. Consequently, there are reasons to give high weight to the appreciation risk. To reduce the perceived risk of appreciation is crucial in order to incentive investment and employment in tradable activities.
The preservation of RER stability does not mean the short run indexation of the nominal exchange rate to domestic prices. The flexibility and advantages of the short run nominal exchange rate floating should also be preserved. So, the central bank interventions in the market have to achieve two conflicting targets: they have to prevent the formation RER appreciation expectations and they have to allow the nominal exchange rate to float in order to de-incentive short term speculative capital flows. The interventions interval has to be narrow enough to perform the first function and wide enough to also perform the second. The orthodoxy and the IMF reject capital outflows regulations with particular emphasis. They present some technical arguments we are not going to discuss here. Instead, we want to mention an implicit argument that is deeply rooted in the orthodox view about 14 Measures like those applied by Chile and Colombia in the nineties did not completely restrain capital inflows, but affected their amount and composition. (see Ocampo and Tovar ,(2003) and Le Fort and Lehman (2003) 15 Argentina, for instance, successfully managed exchange controls and capital outflow regulations in mid-2002. The measures were transitory. They were gradually soften when the buying pressure in the exchange market diminished. 
IV. iv. The monetary policy
In the stable and competitive RER macroeconomic regime, the monetary policy In the proposed regime, the monetary policy has multiple objectives, as was mentioned, and suffers the same uncertainty problem suffered by other monetary policies.
So, in accomplishing its ample mandate, central bank requires frequent assessments of the country macroeconomic evolution and enough policy discretion -in opposition to rigid At constant 1986 At constant prices (1980 At constant -1992 At constant ) and 1993 At constant prices (1993 At constant -2003 n.a n.a n.a n.a n.a n.a n.a n.a n.a n.a n. 1980-1996) and 1996 prices (1996-2003 -7.914 -5.584 -8.003 -9.729 -7.916 -5.624 (a) At constant 1980 At constant prices (1980 At constant -1987 At constant ) and 1993 At constant prices (1988 At constant -2003 
